Treatment of surplus from appreciation of depreciable property by Wilson, Howard Leon
University of Mississippi
eGrove
Haskins and Sells Publications Deloitte Collection
1927
Treatment of surplus from appreciation of
depreciable property
Howard Leon Wilson
Follow this and additional works at: https://egrove.olemiss.edu/dl_hs
Part of the Accounting Commons, and the Taxation Commons
This Article is brought to you for free and open access by the Deloitte Collection at eGrove. It has been accepted for inclusion in Haskins and Sells
Publications by an authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.
Recommended Citation
Haskins & Sells Bulletin, Vol. 10, no. 07 (1927 July), p. 50-53
50 HASKINS & SELLS July 
The Treatment of Surplus from Appreciation of 
Depreciable Property 
B Y H . L . WILSON, with Haskins & Sells 
THE period of increased costs which 
had its beginning during war time, and 
which has since continued, has led many 
concerns to have their properties appraised, 
and to set up the appraised values on the 
books. Almost invariably these appraisals 
have resulted in a valuation in excess of the 
book valuation previously carried. There 
is doubtless entire agreement among ac-
countants that the excess of the appraised 
valuation over the depreciated cost should 
be credited, not to earned suplus, but to 
some special surplus account. Many in-
teresting questions arise, however, in de-
termining the amount of and the ultimate 
disposition to be made of this special sur-
plus, or, as it is frequently called, surplus 
from appreciation. 
The amount of the surplus from appre-
ciation is not necessarily the difference 
between the appraised value and the net 
book value. If, before the making of the 
appraisal, repairs were capitalized or in-
adequate depreciation was provided, the 
treatment of such a difference as surplus 
from appreciation would result in an under-
statement of surplus from appreciation 
offset by an overstatement of surplus from 
operations. If, on the other hand, addi-
tions and improvements have been charged 
to expense, or the property has been over-
depreciated, such treatment would result 
in an overstatement of surplus from appre-
ciation offset by an understatement of 
surplus from operations. In order to in-
sure the correct determination of surplus 
from appreciation, not only must the 
appraisal be correct, but the net book 
value of the property must be properly 
stated. Of course, the only method of 
determining that the book value of the 
property is correctly stated is to make an 
examination of the property and related 
accounts. 
Before setting up the appraised values on 
the books, consideration should be given to 
the relative amount of depreciation which 
has been reserved. The accrued deprecia-
tion, as determined by the appraisal, is 
arrived at after a study of the physical 
condition of the property, and hence is 
assumed to be more accurate than book 
reserves, which are based on estimates of 
useful life. Suppose that the accrued 
depreciation as figured by the appraiser is 
50% of the replacement cost of the prop-
erty. If we find that the reserve for de-
preciation, as shown by the books, is only 
25% of the gross book value of the prop-
erty, it is apparent that the property has 
been under-depreciated. If, on the other 
hand, we find that the reserve for depre-
ciation carried on the books is 75% of the 
gross book value, we know that the prop-
erty has been over-depreciated. There 
seems to be no question that the reserve 
for depreciation of each class of property 
as shown by the books should be adjusted 
so that it bears the same ratio to the gross 
book value of the property as the accrued 
depreciation shown by the appraisal bears 
to the depreciated replacement cost. This 
adjustment of the reserve for depreciation, 
together with any adjustments resulting 
from the examination of the property and 
related accounts, should be charged or 
credited, as the case may be, to earned 
surplus. The excess of the appraised 
sound value over the net book value ad-
justed as above is the true surplus from 
appreciation. 
The question now to be considered is: 
What ultimate disposition should be made 
of this surplus from appreciation? 
Since the surplus from appreciation arose 
in connection with the revaluation of de-
preciable property, there seems to be no 
question that it should be entirely ex-
tinguished upon the expiration of the useful 
life of that property. Moreover, inasmuch 
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as the reserve for depreciation, upon the 
expiration of the useful life of the property 
must be equal to the gross book value of 
the property (allowing for salvage), it 
follows that the surplus from appreciation 
will be used, directly or indirectly, in in-
creasing the reserve for depreciation. 
It is realized that the individual items 
in the property appraised will not all have 
been uniformly appreciated and that they 
have remaining lives of different lengths. 
Scientific treatment of the surplus from 
appreciation would therefore require a 
determination of the surplus from appre-
ciation on each piece of property and a 
distribution of each such amount over the 
remaining life of the piece of property to 
which it applies. But such treatment of 
the matter will seldom, if ever, be adopted 
because of the large amount of detail in-
volved. The alternative is to spread the 
surplus from appreciation over the average 
remaining life of each general class of prop-
erty. Any inequities in this treatment 
usually will be of little practical conse-
quence. The problem, therefore, is to 
arrive at a formula which will serve to 
spread the surplus from appreciation over 
the average remaining life of each general 
class of property. Let us assume that the 
facts are as follows: 
Total Buildings Machinery 
A—Appraised replacement 
cost—new $180,000 $80,000 $100,000 
B—Accrued depreciation. . . 58,000 8,000 50,000 
G—Depreciated replace-
ment cost $122,000 $72,000 $50,000 
D—Gross book value $140,000 $60,000 $80,000 
E—Reserve for depreciation 
—as adjusted 46,000 6,000 40,000 
F—Net book value....... $94,000 $54,000 $40,000 
G—Surplus from apprecia-
tion (C minus F) $28,000 $18,000 $10,000 
It should be remembered that the re-
serve for depreciation upon the expiration 
of the estimated life of the assets must be 
equal to the value at which the assets are 
carried on the books. We shall leave 
out of consideration, for the purpose of 
this illustration, the residual value of the 
assets. 
Referring first to the asset "Buildings," 
we must eventually, therefore, provide a 
reserve of $80,000, which is the amount of 
the appraised replacement cost to be set 
up on the books. Depreciation, as cal-
culated by the appraiser, already amounts 
to $8,000, which will, of course, be set up 
on the books when the appraised replace-
ment cost is set up, and which will leave 
an amount still to be depreciated of 
$72,000. We note, first, that the undepre-
ciated cost of the buildings is $54,000 
(which amount must be charged to opera-
tions over the remaining life of the build-
ings) and second, that the surplus from 
appreciation is $18,000 (which amount 
must be charged against surplus from 
appreciation over the remaining life of the 
buildings). The total of these two items 
is $72,000, which is also the remainder of 
the replacement cost still to be depre-
ciated. 
Assuming that we have adopted a depre-
ciation rate of 2% for buildings, the annual 
depreciation charge will be 2% of $80,000 
(appraised replacement cost), or $1,600. 
This charge is to be allocated to operations 
and to surplus from appreciation. It is 
logical that the division should be made 
on the basis of the relative amounts of the 
undepreciated cost and the surplus from 
appreciation as shown above. The allo-
cation is made, therefore, as follows: 
Undepreciated cost $54,000 75% 
Surplus from appreciation 18,000 25% 
— 
Depreciated replacement cost $72,000 100% 
Depreciation charge— 
To operations—75% $1,200 
To surplus from appreciation—25% 400 
Total $1,600 
The allocation of the depreciation of 
machinery would be made according to the 
same principle. Summarizing the charges 
52 HASKINS & SELLS July 
for both buildings and machinery, we have 
the following: 
Total Buildings Machinery 
Annual depreciation (based 
on A; Buildings 2%, 
Machinery 10%) $11,600 $1,600 $10,000 
Ratio of G to C 25% 20% 
Charge to Surplus from 
Appreciation 2,400 400 2,000 
Charge to Operations $9,200 $1,200 $8,000 
The procedure to be followed in ascer-
taining the amount to be charged against 
surplus from appreciation may accordingly 
be stated as follows: There should be 
charged annually against the surplus from 
appreciation of each class of property such 
a percentage of the annual depreciation 
charge as is represented by the ratio of the 
surplus from appreciation of that class of 
property to its depreciated replacement 
cost. (The remainder of the depreciation 
charge will be allocated to operating ex-
penses.) 
So long as no charges other than depre-
ciation of the appreciation are made to 
surplus from appreciation, the amount of 
the annual charge will remain unchanged. 
It sometimes happens, however, that other 
charges are made to surplus from appre-
ciation, such as stock dividends declared, 
and intangible capital assets written off. 
Of course, if such charges should entirely 
extinguish the remaining surplus from 
appreciation, the entire depreciation charge 
would thereafter necessarily be applied 
to operations. If, however, only a portion 
of the surplus from appreciation should be 
absorbed by such charges, it would become 
necessary to determine how the remaining 
surplus from appreciation should be spread 
over the remaining life of the assets appre-
ciated. According to the formula previ-
ously given we should charge annually to 
surplus from appreciation such a percent-
age of the annual depreciation charge as 
is represented by the ratio of surplus from 
appreciation to depreciated replacement 
cost. We must therefore calculate this 
ratio anew. Using the figures shown in 
the preceding illustration, the following 
example is given: 
Depreciated Replacement Cost 
Total Buildings Machinery 
Per appraisal $122,000 $72,000 $50,000 
Less depreciation—first year 11,600 1,600 10,000 
Balance—end of first year $110,400 $70,400 $40,000 
(It should be observed that additions 
subsequent to the appraisal should be 
excluded in arriving at the depreciated 
replacement cost.) 
Surplus from Appreciation 
Total Buildings Machinery 
Original surplus from appre-
ciation $28,000 $18,000 $10,000 
Less charge—first year 2,400 400 2,000 
Balance—end of first year $25,600 $17,600 $8,000 
Less stock dividend (allo-
cated to building and 
machinery in proportion 
to the amount of each 
item) 10,000 6,875 3,125 
Remainder of surplus 
from appreciation. . . . $15,600 $10,725 $4,875 
In accordance with the formula, we 
must now determine the ratio of surplus 
from appreciation as revised, to the depre-
ciated replacement cost. For convenience, 
the items are listed below: 
Total Buildings Machinery 
(a) Depreciated replace-
ment cost $110,400 $70,400 $40,000 
(b) Surplus from apprecia-
tion 15,600 10,725 4,875 
Ratio of (b) to (a) 15.23% 12.19% 
The allocation of the depreciation charge 
as between operations and surplus from 
appreciation is made as follows: 
Total Buildings Machinery 
Annual depreciation charge 
as given above $11,600 $1,600 $10,000 
Ratio of (b)—to (a) as above 15.23% 12.19% 
Annual charge to surplus 
from appreciation 1,463 244 1,219 
Annual charge to operations $10,137 $1,356 $8,781 
It is logical that, as shown in the illus-
tration given, the charge to operations 
should be proportionately increased in case 
any of the surplus from appreciation is 
absorbed through charges other than the 
periodic amortization. 
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If property is not retired from service 
before the expiration of its estimated aver-
age useful life, the amount of the surplus 
from appreciation of such property will 
have been extinguished upon its retire-
ment. If, however, through obsolescence, 
inadequacy, or other extraordinary cause, 
property is retired before the expiration of 
the estimated average useful life, a charge 
should be made against surplus from 
appreciation in order to take out of that 
account the amount of the surplus from 
appreciation on the particular property 
retired which had not theretofore been 
taken out. If we were to be precise in 
determining the remaining surplus from 
appreciation on a given piece of equipment, 
we should have to find out the amount by 
which that particular piece of property 
had been appreciated and deduct from this 
appreciation the amount that had been 
charged thereto covering this particular 
equipment. But since we have adopted 
the policy of writing off the appreciation on 
the basis of the average rate of appreciation 
and the average estimated remaining life 
of each class of property, we shall use an 
average in determining the remaining 
surplus from appreciation in the case of 
property retired from service. 
Before we can determine the amount to 
be charged against surplus from apprecia-
tion covering such property retired from 
service, we shall have to consider the 
amounts relating to machinery as a whole. 
Continuing with amounts used in previous 
examples, let us assume that: 
The machinery was appraised at $100,000 
There was accrued depreciation at the 
date of appraisal of $50,000 
The depreciation for the ensuing year 
was 10,000 60,000 
Therefore the depreciated replace-
ment cost at the end of the year is $40,000 
or 40% of the appraised replacement cost. 
It follows that if all the machinery were 
to be retired at that time, 40% of the 
appraised replacement cost would have to 
be written off. According to a previous 
example, 20% of all charges for deprecia-
tion of machinery must be made against 
the surplus from appreciation. 
Assume that a machine with an ap-
praised replacement cost of $500 is retired 
at the end of one year after the appraisal. 
The charge to surplus from appreciation 
would be computed as follows: 
20% of 40% of $500, or $40 
While it may not be strictly accurate to 
use averages in determining the charge to 
surplus from appreciation in the event of 
retirement of property before the expiration 
of its estimated useful life, this method 
seems to be the only practicable one and 
is sufficiently accurate. 
